
WEDNESDAY, JULY 6, 2016

BU S INE S S

Global growth is now expected at 3
percent in 2016, versus 3.4 percent at
beginning of the year. The decision of

the UK to leave the EU has thrown a curve-
ball to the commodity space. In our view,
the UK is too small to matter for global raw
material markets, as such. Yet, global uncer-
tainty created by the Brexit vote may dam-
age economies outside Britain. The collater-
al impact from that is much more of a con-
cern. To that point, our global economics
team has reduced GDP growth forecasts for
a range of countries. Working these figures
through our global copper demand growth
model suggests that metals offtake should
expand at a slower pace in 2016/17.

Our copper demand model factors in
continued subdued ac t iv ity.  We have
reduced expected copper demand growth,
working weaker GDP expansion figures into
our models.

We will follow a handful of indicators to
evaluate how severe of an impact Brexit has
on the commodity space in the coming
months. Confidence, which has often been
closely correlated with copper quotations, is
one of those variables.

Confidence may take a hit, which would be
an issue. Copper prices have been correlated
to global trade cyclical commodities.

The vote of discontent 
Beyond the cyclical headwinds to growth,

we are also increasingly concerned about
structural impediments, a point we had made
in a recent gold note (see Global Metals
Weekly: Era of uncertainty, weak growth and
gold 17 June 2016). 

In essence, wealth distribution, immigra-
tion and sovereignty have been contentious
issues in various countries, largely reflecting
the discontent of the population with the
increase of globalization seen in recent
decades. Linked to that, populism has often
been an obstacle to put measures in place
that would tackle lacklustre economic growth.

Brent and WTI crude oil  
OPEC’s output potential freeze, a strong

driving season, easy money, and falling US
shale output should push WTI prices to $47 by
June. With Saudi domestic demand surging
350 k b/d from winter to summer, exports may
drop by a similar amount by July. As Saudi no
longer tempers seasonal price swings, lower
demand and refinery turnarounds may push
oil back down to $39 by September.  

Past maintenance, and assuming a normal
winter, we see WTI rebounding to $54 by year-
end. Prepare for a W-shaped recovery in oil.
We project non-OPEC supply to contract by

900 kb/d in 2016, compared with an average
20-year expansion of 710 thousand b/d.  

Light-heavy oil spreads may widen on a
forward basis as light crude output declines
relative to heavy over the next 18 months. The
change in the crude oil slate comes from a
contraction in light non-OPEC supply against
an expansion of OPEC medium-heavy barrels. 

The current forward oil price structure has
fallen too far to enable a medium term bal-
ance in supply and demand. Oil prices need
to  average $55-$75/bbl so non-OPEC output
can re-attain 2015 levels by 2020 and prevent
a huge shortfall.  We estimate global oil
demand will increase by 1.2 mn b/d per
annum over five years at $55-$75, and by 1.7
mn b/d at $30/bbl. 

Cyclical commodities 
The mined commodities have rallied

sharply YTD, reinforcing our view that funda-
mentals have started to stabilize. Recent
upside was driven by a confluence of factors,
including signs that the global economy has
been strengthening. 

This also highlights that our business-cycle
model has transitioned from downturn to the
recession and into the recovery stage, which is
usually the most bullish period for the metals. 

Of course, this is also a reason that copper
prices rallied the most in almost a decade as
we moved toward the end of 2Q16. This per-
formance is even more remarkable when
keeping in mind the Brexit vote on 23 June.

China a mixed story 
Unsettling as Brexit may be, the stabiliza-

tion of commodity fundamentals was heavily
influenced by a U-turn from China’s govern-
ment, which has implemented another round
of monetary and fiscal stimulus after cracking
down on the economy ruthlessly in 2014/15.
The effectiveness of these shows that activity
in the housing sector and investment by the
grid have recovered. Charts show the implica-
tions for metals demand, which both models
suggest has expanded at a rate of just under
10 percent YoY YTD.

Steady underlying 
Digging a bit deeper, steadier economic

activity in China has so far not taken copper
out of recent ranges because the domestic
physical market was well supplied after record
shipments in 4Q15 and 1Q16; of course, trade
has now fallen to levels that are consistent
with the shortages implied by our annual sup-
ply and demand model, suggesting further
large declines in copper trade would be
unusual. 

This looks at this from a slightly different
angle, showing that prices on the Shanghai
Futures Exchange underperformed quotations
on the London Metals Exchange. 

The weakness of copper fundamentals in
China was also mirrored by physical premia1,

which fell for the past six months. Yet, the data
also show that the physical market has been
stabilizing at low levels. In our view, this is par-
tially due to persistent declines of Chinese
copper stocks in recent months (bonded
warehouses still hold around 600kt of copper),
implying more limited scope for further
aggressive inventory draws. Indeed, a gradual
normalization of stock levels has always been
a key driver of our view that copper could per-
form better in the second half of the year. 

Against this backdrop, it is worth noting
that the government has continued support-
ing the economy, notwithstanding concerns

that the stimulus may start to fade into the
second half. This is, to some extent, also mir-
rored by Chart 17, which shows that gross
local  government bond issuance has
remained elevated. Of course, part of this is
driven by debt-to-bond swaps. This program
is aimed at shifting CNY15tn of debt into the
credit market over a period of three years. In
our view, it helps to reduce the debt burden
at least temporarily, in turn, limiting down-
side risks to the economy. 

Physical premia have to be paid on top of
the quoted LME price; they can include items
such as transportation cost and insurance.
However, they are also an indicator for the
tightness of regional markets. 

Currency is problematic 
Changing tack slightly, we acknowledge

that not all is hunky dory in China and we
track various developments, including cur-
rency movements, closely, especially after
authorities have resumed fixing the CNY
lower. A falling Chinese currency tended to
be bearish for commodities, as Chart 18
shows,  with the dynamic playing out
through two transmission channels:

Imports: China is a critical buyer of com-
modities, including copper, on international
markets. As such, a decline in the CNY affects
purchasing power, which, in the past, often
pushed equilibrium prices lower. 

Exports: China has overcapacities for raw
materials, including aluminium and steel. A
weaker CNY increases the competitiveness
of Chinese producers, enabling them to ship
more metal abroad. 

Having said that, it is worth noting that
copper fell during periods of both apprecia-
tion and depreciation in recent years, sug-
gesting the linkage between FX and com-
modity markets is somewhat tenuous, at
best. In fact, we believe that the multi-year
copper bear market was caused by a struc-
tural slowdown of demand in China, accom-
panied by a stronger CNY. Meanwhile, the
government often weakened the exchange
rate during periods of economic distress,
leading to a coincidental  movement
between copper and the Chinese currency. 

Against this backdrop, we believe the
government is now pushing the CNY to a
new market equilibrium level, ie, the devalu-
ations may not necessarily be a reflection of
the authorit ies del iberately shif t ing
exchange rates as a policy tool to manage
the economy. Hence, the dynamics of the
currency market may, to some extent, have
changed. To that point, copper rallied 6 per-
cent in June, even though the CNY fell by 7
percent, which reduces our immediate con-
cerns over the Chinese currency. 

Scrap market remains tight 
Looking at the supply side, we outlined in

a recent note that mine supply losses YTD
have been in line with our 6 percent disrup-
tion allowance for the entire year. Disruptions
to that tune would lead to a roughly bal-
anced refined market for the full year. 

Copper supply at a crossroads 
The data highlights that scrap usage,

measured as a percentage of the global cop-
per market, has declined. This dynamic is
not unusual in bear markets, as low prices
often reduce the incentive to ship scrap into
the market; in addition, subdued manufac-
turing activity also caps scrap generation. 

Tighter scrap markets in the World ex-
China which highlights that scrap discounts
(scrap is priced with a discount to refined
metal) have been particularly low in Europe.
Meanwhile, looking at China, it may suggest

that scrap discounts there have been trend-
ing higher. We believe this is partially influ-
enced by increased scrap generation as the
country’s metals market has matured. 

Of course, this is one reason that refined
copper output has been running above the
levels seen in 2015 and a critical impedi-
ment to sustained rallies. Putting it togeth-
er, beyond the tactical price strength in 2H
and factoring in also the cyclical  head-
winds, we maintain our cautious view for
2017, with prices likely averaging $4,747/t
(215c/lb). 

Brexit and the collateral damage 
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